











Appendix 2

LTCESET D

There has been some discussion of whether the new safe harbor
leasing provisions can be used to transfer the investment credit
(ITC) attributable to a property without also transferring the
associated cost recovery deductions through a transaction some-
times referred to as an "ITC strip." It is not clear at present
whether this transaction will be permitted.

The contemplated transaction would combine the new safe harbor
leasing rules with the rule of prior law (sec. 48(d)) which permits
the lessor of property td pass through the ITC to the lessee (in
effect treating the lessee as the owner for ITC purposes) even
though the lessor remains the owner for all other tax purposes and
thus cannot pass through the depreciation benefits. If the ITC
strip were to be permitted, it would be accomplished by having the
user of the equipment lease it in a safe harbor lease to the company
which is in effect acquiring the ITC. An election under section
48 (d) would be made to pass the ITC to the lessee. The lessee would
then sublease the property back to the user. The sublessee/user
would retain the depreciation benefits as owner/lessor and the
lessee/sublessor would obtain the ITC pursuant to the section 48(d)
pass-through election under the original safe harbor lease.

The ITC strip may be illustrated by the following example of a
company that acquires a $1 million of equipment for use in its
business. It would like to "sell" the ITC attributable to the equip-
ment because it is currently in a tax loss position. Howewver, it
projects long-term profitability and thus would like to retain the
depreciation benefits which, assuming its projections are correct,
it will be able to use in the years they arise. Accordingly, it
would lease the equipment to the "buyer" of the ITC under a safe
harbor lease and would elect to pass the $100,000 ITC through pur-
suant to section 48(d). Simultaneously, the "buyer" of the ITC
would sublease the property back to the loss company under terms
substantially similar to those contained in the original lease. The
rental payments from the ITC buyer to the loss company on the original
lease would exceed the offsetting rental payments in the opposite
direction under the sublease by, say, $150,000. Assuming the $150,000
excess rent is deductible at a 46 percent rate, the lessee/sublessor
would have purchased the $100,000 credit for an after-tax cost of
$81,000 (54 percent of $150,000).






